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Construction Contractors Industry
Developments— 1999/2000
Industry and Economic Developments
For audit planning purposes, how should auditors analyze the
performance of the construction industry?

There is little question that the construction industry continues
to enjoy a remarkable run of growth and prosperity. As 1999
draws to a close, the industry is 50 percent larger than it was
when the boom began eight years ago. But contractors and their
auditors cannot assume this expansion will continue indefinitely.
As reported in last year’s Audit Risk Alert, there are indications
that the current boom may be receding, and nothing has hap
pened in 1999 to alleviate these concerns.
Kinds of Contractors

Not all contractors are alike. Contractors have different areas of
expertise and kinds of businesses, and, as a result, the economic
and audit risks associated with contractors will vary. For example,
the risks and opportunities encountered by a drywall subcontrac
tor are much different from those faced by a highway paving con
tractor. For that reason, it is not sufficient to discuss performance
and economic trends affecting the entire construction industry.
To gain a more complete understanding of the industry, we have
to consider the contractor within the context of the market seg
ment it serves. This Audit Risk Alert describes conditions for the
following kinds of contractors.
• Residential building. These contractors are engaged in the
construction of new single-family and multi-family resi
dential building. Residential building contractors also can
be involved in the remodeling and maintenance of those
buildings.
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• Nonresidential building. These contractors specialize in
the construction of commercial buildings such as offices,
industrial, retail, and lodging facilities.
• Heavy construction. These contractors are engaged in
nonbuilding projects, such as highways, bridges, dams,
railroads, and airports.
• Specialty trade. These contractors specialize in work such as
painting, electrical, roofing, plumbing, and other specialty
trades. Contractors in the specialty trades frequently work
as subcontractors involved in a wide variety of projects.
Funding Sources

To better understand the dynamics of the industry, it also is help
ful to consider the source of funding. Publicly funded construc
tion is financed by federal, state, and local governments and is
driven by the political and legislative processes. Privately funded
construction is financed by private owners, whose needs for
construction are influenced by a wide variety of economic
forces, including the status of the world economy, the level of
interest rates, and demographics.
One of the most widely used measures of construction activity
is “construction put in place,” which is tracked monthly by the
Bureau of Statistics at the U.S. Department of Commerce. The
following table presents details of construction put in place for
various market segments. Note that the amounts are in the bil
lions of dollars and represent seasonally adjusted annual rates.
To add some perspective, in January 1992, at the start of the
current construction boom, the total new construction put in
place was $452 billion as compared to the estimated 1999
amount of $692 billion— a gain of more than 53 percent in
those seven years.
Help Desk—You can access current statistics of construction
put in place and other construction industry information at
www.census.gov.
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Tables of New Construction Put in Place (Billions of Dollars— Seasonally Adjusted
Annual Rate)

August 1999

August 1998

$536.2
155.8
692.0

$523.7
146.4
670.1

August 1999

August 1998

316.7
49.4
23.4
53.4
14.9
78.4
219.5
536.2

297.3
40.4
33.2
53.3
16.2
83.3
226.4
523.7

August 1999

August 1998

47.3
16.3
33.7
36.8
21.7
155.8

44.7
14.3
29.8
37.4
20.2
146.4

Private Construction
Public Construction
Total Construction
Residential building
Office
Industrial
Retail and other commercial
Hotels, motels
Other nonresidential
Total nonresidential
Total Private Construction
Highways and streets
Infrastructure
Educational buildings
Other public buildings
Other public construction
Total Public Construction
Private Construction

What have been the trends in privately financed
construction projects?

Residential Building

The residential building segment of the construction industry in
cludes new single- and multi-family housing as well as spending
for residential repairs and improvements. Conditions with the
9

most impact on the demand for residential construction include
the following.
• Housing affordability. Housing affordability is the extent to
which potential home buyers have the means to purchase a
home. It can be measured in several ways by considering
average home prices, income levels, and interest rates.
• Interest rates. Interest rates affect the affordability of housing.
As interest rates rise, the cost of purchasing a home increases.
However, interest rate changes do not have an immediate im
pact on home buying markets— usually, rates have to be in
effect for several quarters to reverse home buying trends.
• Demographics. Shifts in demographics can have a signifi
cant impact on housing demand. The aging of the U.S.
population has increased the demand for low-maintenance
multi-family housing. A large number of baby boomers are
now entering their peak earning years, which is expected to
affect the affordability and demand for single-family homes.
• Market velocity. According to the most recent edition of
the U.S. Industry & Trade Outlook, more than half of all
residential improvements occur within eighteen months
after a new owner moves in or within twelve months be
fore a home is sold. Thus, during times when new and
used home markets are active, residential remodeling and
improvement activity also increases.
In spite of increases in interest rates and the cost of home construc
tion materials, the residential housing market had a strong year. As
indicated in the previous table, spending on residential construction
during 1999 was ahead of the previous year's pace. Other leading in
dicators of homebuilding activity, such as new housing starts, sales,
and permits, all showed significant gains during the year. Some signs
of slowing do exist. For example, from January to August 1999,
spending on the construction of new single-family housing de
creased by approximately 4 percent. But spending on multi-family
housing and residential improvements remains strong. In time,
higher interest rates and construction costs may stifle demand, but
for most of 1999, the housing market remained at historic highs.
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Although fixed thirty-year mortgage rates crept up slightly by the
fall of 1999, they are still considered low at just under 8 percent.
As the rates creep up, more buyers are returning to adjustable-rate
mortgages, which have risen from just under 10 percent of mort
gage applications in the third quarter of 1998 to around 25
percent of applications in the third quarter of 1999.
Nonresidential Building

The commercial real estate market, much like the construction
industry and the overall U.S. economy, is at the end of a long,
prosperous run. After experiencing a depression in the early
1990s, the real estate markets for most geographic areas and
products have recovered and performed well. The following two
im portant trends in the commercial real estate industry are
particularly relevant for contractors.
• Isolated pockets o f depression. Although the overall condi
tion of the real estate market is strong, isolated pockets of
depression have begun to develop. For example, the de
mand for certain products, such as industrial properties,
has slackened in the midst of continued high demand for
other products. Dem and also can vary significantly
among different geographic regions. In assessing the de
mand for a contractor's services, auditors must carefully
consider the product and location of the contractor’s pri
mary markets and avoid drawing conclusions based on
overall market conditions.
• Strong ties to global capital markets. Historically, private in
vestors provided the capital necessary for commercial real estate
development. This past decade witnessed the rise of the public
capital markets as an important source of financing, predomi
nantly through collateralized mortgaged-backed securities
(CMBS) and real estate investment trusts (REIT).
The level of funding available from public capital markets may
be driven by investor concerns that are unrelated to the supply
and demand fundamentals of the real estate and construction
markets. For example, in August 1998, the market for CMBS
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came to a virtual standstill as a result of investor concerns over
the Asian economic crisis and Russia’s inability to meet its
obligations. The lack of CMBS financing triggered a “capital
crunch” in the development of commercial real estate, which,
if it had continued for an extended period, would have affected
contractors involved in nonresidential construction. The lesson
for contractors involved in this segment of the industry is that
product demand is no longer related solely to the supply and
demand for commercial real estate but also to the complex and
rapidly changing global capital markets.
Office Buildings

The demand for office space is driven by the overall state of the
U.S. economy, especially in industries such as financial institutions,
which require a great deal of office space. During 1999, construc
tion spending on commercial office properties was 22 percent
higher than the year before, according to the estimates summarized
in the previous table. This increase far exceeded analysts’ expecta
tions and indicates that the demand for office space has not yet
abated. Most real estate prognosticators predict continued demand
for office space in the foreseeable future.
Industrial Buildings

The demand for industrial space is driven primarily by manufac
turing and import and export activity. For most of this past
decade, much of the expansion of the U.S. economy was attribut
able to increases in manufacturing sectors and export activity,
and, not surprisingly, construction activity related to industrial
buildings reached all-time highs. Amid concerns of overbuilding
in this sector and reduced demand attributable to Asia’s contin
ued economic woes, the building of industrial properties has
waned. During 1999, construction of industrial properties decreased
30 percent, and this trend is likely to continue.
Retail and Other Commercial Buildings

During the recovery of the commercial real estate market, retail
properties continually underperformed. The retail industry was
12

beset by intense competition and an economic recovery that was fu
eled by business investment more than by consumer spending. Indi
cations now reveal that the retail industry is starting to recover. Key
industry statistics such as sales per square foot are beginning to show
improvement. The widely hyped potential of e-commerce has had
little if any impact on the demand for retail space construction. In
ternet analysts predict e-commerce will increase fivefold to $35 bil
lion by 2002, but this represents less than one-half of one percent of
the existing retail market. Construction spending on retail and
other commercial buildings remained steady during 1999.
Help Desk—The demand for publicly financed construction
can vary among different geographic markets. One of the
most comprehensive analyses of commercial real estate de
mands and construction activity is published by the Society
of Industrial and Office Realtors (SIOR). Annually, SIOR
publishes Comparative Statistics ofIndustrial and Office Real Es
tate Markets, which provides detailed real estate and construc
tion statistics on all of the country’s larger cities. You can
purchase and download this publication directly from the pub
lications section of the SIOR Web site at www.sior.com.
Public Construction
What have been the trends in publicly financed construction projects?
What is TEA-21?

Two developments are largely responsible for the increase in
spending on public construction projects during 1999. In June
1998, Congress enacted the Transportation Act for the 21st Cen
tury (TEA-21). This legislation authorized $218 billion of spend
ing for surface transportation projects from 1998 to 2003, which
marks a significant increase over the funding allocated to these
projects during the immediately preceding five-year period.
Most of the TEA-21 spending is earmarked for the construction
and maintenance of major highways, though it authorizes in
creases for some mass transit projects. To date, TEA-21 has had a
modest impact— during 1999, heavy highway construction put in
place increased a solid though unspectacular 6 percent. However,
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going forward, most construction industry analysts expect high
way contractors’ gross contract activity to increase greatly.
Public spending on educational premises, both the construction
of new facilities and the improvement of existing buildings, in
creased 13 percent during 1999. Most analysts anticipated this
increase, and they note that the underlying demand for school
construction continues to be strong as a result of the large num
ber of school age children and the expansion of the population
into previously undeveloped areas. At the same time, state and
local governments are faced with budget constraints that limit the
amount of school construction that can occur in any one year.
The result is that spending on educational buildings is likely to
continue its steady growth for the next several years.
Construction Cost Trends
What are the current trends in the cost of construction materials and labor?

Price hikes, material shortages, and delivery delays affected many
contractors during 1999. The most severely affected were home
builders, who experienced shortages of crucial materials such as
sheet rock and plywood during much of the year. Price hikes in
paving materials also affected highway contractors. According to
cost studies prepared by the Engineering News-Record, the follow
ing materials were in short supply during 1999:
• Gypsum board
• Insulation
• Plywood, oriented strand board, and other wood products
• Paving asphalt and crushed stone for highway construction
• PVC pipe, particularly products used in utility construction.
In the past, the inflation of construction materials costs was wide
spread and developed rather slowly, giving contractors time to
adjust. In contrast, the price increases experienced by contractors
in 1999 were targeted to specific materials and appeared suddenly
and dramatically. Price increases and shortages of materials have
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not been uniform across all kinds of building projects. For exam
ple, concrete and steel, which are key materials for a wide variety
of building projects, were at prices comparable to or below those
during 1998, while other materials, such as those listed above,
skyrocketed in price.
Labor costs remained relatively stable during 1999 despite wide
spread, chronic labor shortages. The average increases for both
union and non-union labor were less than 4 percent during the
year. However, industry analysts are concerned that wage hikes
will be necessary in order for contractors to reduce the turnover
of skilled labor and management.
Help Desk—The Engineering News-Record publishes detailed
cost studies quarterly. These cost studies track average prices
for a wide variety of materials and labor classifications in major
cities all across the country. Summaries of the studies can be
downloaded from the magazine’s Web site at www.enr.com.
However, for more reliable analytical reviews, most auditors
will want to use the more detailed quarterly studies, which can
only be found in the magazine.
Costs trends will likely factor into estimates developed by con
struction contractors. See the “Auditing Estimated Costs To
Complete” section of this Audit Risk Alert for a discussion of
audit considerations relating to estimates.
Other Industry Trends
Which significant trends are common to most segments of the
construction industry?

Any discussion of trends affecting the construction industry
would not be complete without addressing the following devel
opments that are common to most industry segments.
• Labor shortages. As mentioned briefly in the previous sec
tion, all areas of the construction industry have experienced
a shortage of skilled employees, from laborers to top man
agement. Industry leaders find fewer young people entering
the trades and management-track positions. They also
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lament the high rates of turnover among employees, espe
cially for those who are well skilled and in high demand
• Technology. Advances in technology have revolutionized
other industries, but in construction, technological inno
vation has progressed relatively slowly Some of the more
progressive contractors have been able to use technology to
generate cost savings or improve project delivery. However,
most contractors seem to be on the trailing edge of techno
logical innovation. The result is a widening gap between
the technological “haves” and the “have nots.”
• Industry consolidation. The late 1990s has been marked by
significant consolidation in a number of industries, includ
ing the construction industry. To some degree, the con
struction industry remains fragmented, comprised of
small, independent businesses scattered about the country.
But there is increasing pressure to change. Owners, like
buyers of other goods and services, are looking for a single
point of responsibility for their construction projects—
a one-stop shopping experience. This may require contrac
tors to combine forces with other industry players in order
to develop design-build or other alternative delivery capa
bilities. The consolidation trend has led to stronger com
petitors in the markets in which industry consolidators
make acquisitions.
• Softening Surety Market. The surety business is highly cycli
cal and, currently, there is an abundance of surety credit. This
may cause some sureties to loosen their underwriting criteria,
which may lead to losses. Losses by sureties invariably result
in a reactionary tightening of credit to contractors.
These larger trends that affect the entire construction industry
represent an important service opportunity for CPAs. Any CPA
firm that can help contractors navigate technological change, ex
pand service capabilities, or train and retain employees, will be
well positioned as a provider of value-added business solutions.
See the section entitled “Providing Value-Added Services to Con
tractors” of this Audit Risk Alert for further information.
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Executive Summary— Industry and Economic Developments

• The construction industry is entering its unprecedented eighth year
of expansion. In spite of rising mortgage interest rates, housing starts
and residential construction continued at a torrid pace. Likewise,
spending on the construction of office buildings set new records
during 1999. Industrial buildings are the only product that shows
weakening demand.
• In the public sector, spending on highway and transportation con
struction will continue to be affected by the high levels of funding
promised by the passage ofTEA-21. Public spending on educational
construction also saw solid gains, which are expected to continue
into the future.
• Continued high levels of construction activity resulted in shortages
in some key materials, especially those related to residential and
heavy highway construction. These shortages resulted in sharp,
unexpected price hikes and delivery delays.
• Chronic labor shortages continue to plague the industry at all levels.
Audit Issues and Developments
Assessing Audit Risk in the Current Environment
How do recent industry trends affect audit risk?

Sources of Possible Increased Risk

Prolonged growth and chronic labor shortages may increase inher
ent and control risk. Companies that expand quickly frequently
outgrow the capabilities of their accounting systems and controls.
Contractors with a large backlog and demand for their work tend
to focus primarily on completing existing projects and bidding on
new ones. Little thought is given to whether the accounting sys
tem and related controls are capable of handling the new volume
of business. In the current environment, this problem is exacer
bated by the high turnover rate of employees. Employees in key
control positions may lack the necessary training or experience to
effectively perform control functions. Management may not have
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the time to thoroughly investigate and interview potential em
ployees, which increases the contractor’s vulnerability to fraud.
The proper application of percentage-of-completion accounting
requires the contractor to make dependable estimates and prop
erly accumulate costs on a contract-by-contract basis. A depend
able accounting and control system is the foundation of the
contractor’s estimating and cost accumulation process. Auditors
of contractors should not underestimate the importance of ac
counting systems and controls in the operation of their client’s
business. After eight years of frenetic growth, many contractors
may be relying on systems that were never designed to handle
their current volume of transactions.
Help Desk—Refer to Statement on Auditing Standards (SAS)
No. 55, Consideration of Internal Control in a Financial State
ment Audit, as amended by SAS No. 78, Consideration ofInter
nal Control in a Financial Statement Audit: An Amendment to
Statement on Auditing Standards No. 55 (AICPA, Professional
Standards, vol. 1, AU sec. 622), for details on your professional
responsibilities regarding internal control. In addition, the
AICPA Audit Guide Consideration o f Internal Control in a
Financial Statement Audit (Product No. 012451kk) provides
valuable implementation guidance.
The labor shortage also has resulted in the use of overtime and
premium wages. When the contractor anticipates these costs and
is able to pass them through to the owners, the jobs remain prof
itable. When overtime and premium wages can not be passed
through, losses result. The labor shortage also has resulted in
higher subcontractor costs for general contractors. Replacing a
subcontractor on a job may result in higher costs and a potential
loss. To identify these issues, auditors must understand the con
tract and the contractor’s estimates to make sure they properly
consider these items.
Obstacles to Estimating Costs and Delivery Dates

Materials shortages may make it difficult to estimate future costs
or delivery dates. During 1999, some segments of the construc
tion industry, particularly homebuilders, experienced unforeseen
18

shortages of key materials. These shortages resulted in dramatic
price hikes and delivery delays. Contractors affected by these
shortages may have experienced shrinking margins or profit fade
on certain jobs, and auditors should investigate situations in
which the impact of known materials price increases is not re
flected in the financial statements. For contracts in progress at the
balance sheet, auditors also should consider whether estimates of
cost to complete adequately consider the possibility of future
price increases. See the section entitled “Auditing Estimated
Costs to Complete” later in this Audit Risk Alert.
Finally, some contracts contain penalty provisions for failure to
deliver the project on time, and auditors should identify the con
tracts that contain these provisions. SOP 81-1, “Accounting for
Performance of Construction-Type and Certain Production-Type
Contracts,” requires penalties to be included as a deduction from
contract revenues.
Areas of Increased Scrutiny by Standard-Setting Bodies
What major audit issues addressed by standard-setting bodies are likely
to affect audits of construction contractors?

During the past year, standard-setting bodies and others charged
with protecting the public interest have directed their scrutiny
toward the two important areas, discussed in the following sections,
that will affect most contractor audits.
Financial Statement Materiality

Ever since Securities and Exchange Commission (SEC) Chair
man Arthur Levitt's well-publicized speech on earnings manage
ment, the SEC and others have focused on curbing perceived
accounting abuses. One of these alleged abuses occurs when com
panies deliberately misstate their financial statements in amounts
they claim to be immaterial.
Financial statement preparers and their auditors should not rely
exclusively on quantitative benchmarks to determine whether an
item is material to the financial statements. As stated in FASB
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Statement of Accounting Concepts No. 2, Qualitative Character
istics o f Accounting Information, qualitative characteristics are
equally important in determining materiality, and preparers and
auditors should consider whether, in light of the surrounding cir
cumstances, a reasonable user would consider the item to be im
portant. Materiality is not a refuge for company management
wishing to justify deliberate misstatements.
During 1999, the SEC staff released Staff Accounting Bulletin
(SAB) No. 99, “Materiality.”1This SAB addresses the application
of materiality thresholds to the preparation and audit of financial
statements filed with the SEC. The SAB does not create new
standards or definitions for materiality, but reaffirms the concepts
of materiality as expressed in the accounting and auditing literature
as well as in long-standing case law.
The general Audit Risk Alert— 1999/2000 describes SAB No. 99
in more detail. In general, the SAB reaffirms the guidelines for
materiality described in FASB Concepts Statement No. 2 and
also states that management should not make intentional immaterial
errors in the financial statements to manage earnings.
Help Desk—The full text of SAB No. 99 can be viewed at the
SEC web site www.sec.gov/rules/acctreps/sab99.htm.
Auditor Independence

Independence is not only the bedrock of the public accounting
profession, it also plays a vital role in the smooth functioning of
our economy. The U.S. economic system, particularly the real
estate industry, relies on third-party investors to finance large cor
porations. These investors must be able to trust the fundamental
integrity of those who manage the day-to-day operations and
their auditors. In addition, investors must believe that these
people will act in the best interests of the company and not for
their own self-enrichment.
1

SABs are not rules or interpretations o f the SEC; they represent interpretations and
practices followed by staff of the Office o f the Chief Accountant and the Division of
Corporation Finance in administering the disclosure requirements of the federal se
curities laws.
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Objectivity is highly subjective and hard to evaluate, and so inde
pendence serves as a surrogate for objectivity, based on the as
sumption that a person without a conflicting or shared interest is
more likely to act in the best interests of third-party investors.
The second general standard, “Generally Accepted Auditing Stan
dards” (AICPA, Professional Standards, vol. 1, AU sec. 150.02) of
generally accepted auditing standards (GAAS) requires that in all
matters relating to the audit engagement, an independence in
mental attitude is to be maintained by the auditor. Independence
(AICPA, Professional Standards, vol. 1, AU sec. 220.03) provides
that “...to be independent, the auditor must be intellectually
honest; to be recognized as independent, he must be free from
any obligation to or interest in the client, its management, or its
owners.” These descriptions of independence are quite subjective,
and consequently, the professional rulings and guidance concern
ing independence can be quite detailed and complicated.
It is impossible to anticipate every circumstance or relationship
that could impair independence. In general, auditors should be
alert for the following, which may threaten their independence.
• M aking management decisions or performing management
functions. The auditor can perform nonattest services for a
client for which he or she performs an attest function (the
audit) that requires independence. However, the practi
tioner must evaluate the nonattest service as it relates to
independence. Most important, the practitioner should
not perform management functions or make management
decisions for the attest client as this would hamper inde
pendence. See Interpretation No. 101-3, “Performance of
Other Services,” of ET section 101 (AICPA, Professional
Standards, vol. 1, ET sec. 101.05).
• Litigation. The threat of the auditor becoming intim i
dated or threatened by an overbearing or dominating
member(s) of management, for example, if the audit client
indicated it may file a lawsuit against the auditor. See In
terpretation 101-6, “The Effect of Actual or Threatened
21

Litigation on Independence,” of ET section 101 (AICPA,
Professional Standards, vol. 1, ET sec. 101.08).
• Financial interest. The threat to the auditor’s objectivity
attributable to financial interest, for example, if the firm’s
partners invest in a limited partnership operated by a
client. See Interpretation 101-8, “Effect on Independence
of Financial Interests in Nonclients Having Investor or In
vestee Relationships with a M ember’s C lient,” of ET
section 101 (AICPA, Professional Standards, vol. 1, ET
sec. 101.10), and Ruling No. 81, “Member’s Investment
in a Limited Partnership,” of ET section 191 (AICPA,
Professional Standards, vol. 1, ET sec. 191.162—.163).
• Potential employment with client. The threat of the auditor
failing to exercise professional skepticism because of being
overly familiar or trusting of the client, which might hap
pen, for example, if the individual participating in the en
gagement considers a position with the client. See Ruling
No. 77, “Individual Considering or Accepting Employment
with the Client,” of ET section 191 (AICPA, Professional
Standards, vol. 1, ET sec. 191.154—.155).
Auditors of nonpublic companies must adhere to the indepen
dence rules established by the AICPA.
Help Desk—CPA firms have become increasingly more in
volved in offering consulting and other services to audit
clients. Providing these services can sometimes impair an audi
tor’s independence. Interpretation 101-3, “Performance of
Other Services,” of ET section 101 (AICPA, Professional Stan
dards, vol. 1, ET sec. 101.05) provides an excellent summary
of a wide variety of services and whether they would be consid
ered to impair independence. A copy of this Interpretation can
be found in the May 1999 issue of the Journal ofAccountancy.
Assessing independence can be a complex and time-consuming
undertaking. The AICPA can offer assistance. Call (888) 777-7077
to speak to a member of our Professional Ethics team with your
questions relating to AICPA independence standards. You may also
submit your question in an email to: ethics@aicpa.org.
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To assess the independence of auditors of a publicly held entity,
the practitioner should keep in mind AICPA and SEC standards
along with those set by the recently formed Independence Stan
dards Board (ISB). Consider, for example, the SEC view is that a
self-review of services performed by the auditor or the auditor’s
firm during the audit is a threat to the auditor’s independence.
For example, independence would be threatened if the audit
firm’s consulting group prepares an appraisal of a client-owned
property. Auditors of publicly held entities should keep abreast of
these standards, which continue to change.
Help Desk—The ISB staff answers auditor independence in
quiries (regarding auditors of public companies only) from
practitioners, registrants, and other interested parties on both a
formal and informal basis. Formal inquiries, which must be
submitted in writing, result in written staff interpretations that
can be relied upon by the requesting parties as authoritative in
dealing with the SEC. If and when the ISB Board ratifies the
staff interpretations, staff interpretations represent authorita
tive guidance for all registrants and their auditors. For further
information, contact the ISB at (212) 596-6133 or visit their
Web site at www.ISB@cpaindependence.org.
Executive Summary— Audit Risks in the Current Environment

• Continued growth and a shortage of qualified personnel may result in
increased control risk resulting from either or both of the following.
- Existing systems are no longer adequate to meet the increase in
construction activity.
- New or inexperienced personnel are ill-equipped to execute
stated procedures.
• Significant, unanticipated increases in key materials prices may
make it difficult for contractors to prepare bids or estimates that ex
tend more than a few months into the future.
• Standard setters have issued new guidance on financial statement
materiality and auditor independence as part of an ongoing effort to
curb perceived earnings management. This guidance is likely to
affect the audits of most contractors.
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Matters of Continuing Audit Importance
Auditing and Accounting for Contract-Related Balances
What are the most common deficiencies related to contractor audits that
have been noted in the peer review process?

The most common deficiencies noted in the peer review process
all relate to the recognition, measurement, and disclosure of
contract-related accounts, including the following:
• Use of improper revenue recognition methods
• Improper presentation and disclosure of over- and under
billings, contract costs, and estimated revenue.
• Failure to adequately describe the accounting policies and
methods for revenue and construction in process
• Failure to audit at the contract level and consider the
revenue effects of the percentage of completion
Auditors of construction contractors should recognize that the
traditional balance sheet approach to auditing usually is not ade
quate when performing an audit of a contractor. The financial
statements of a contractor are built from the financial results of
individual contracts. The more effective audit approach requires
the auditor to focus on the terms, financial estimates, and results
of individual contracts, rather than the contract-related balance
sheet accounts for the company as a whole.
The authoritative guidance on auditing contractors is contained
in the AICPA Audit and Accounting Guide Audits o f Construction
Contractors. Included in this Audit and Accounting Guide (the
Guide) is a copy of SOP 81-1, Accounting for Performance o f
Construction-Type and Certain Production-Type Contracts (AICPA
Technical Practice Aids, Sec. 10,330.) Auditors of construction
contractors should make sure that their audit approach and pro
cedures follow the guidance described in the Guide and that the
client’s financial statements conform to the guidance contained
in SOP 81-1, including that described in the following sections.
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Revenue Recognition Methods

A contractor is required to use the percentage-of-completion
method for recognizing revenue whenever it can produce reason
ably dependable estimates. SOP 81-1 states that there is a rebut
table presumption that the contractor will meet this criterion for
use of the percentage-of-completion method. The completedcontract method should be used only if persuasive evidence over
comes the presumption that the contractor should use the
percentage-of-completion method. The completed-contract
method may also be used if there are no material differences be
tween it and the percentage-of-completion method. This may
occur when a contractor performs primarily short-term contracts,
for example, a small plumbing contractor whose projects are
completed in such a short time span that the work is somewhat
analogous to the manufacture of shelf production items for
sale. The revenue recognition method should be disclosed in
the financial statements. If the percentage-of-completion method
is used, the financial statements should disclose the method of
computing percentage of completion (for example, cost-to-cost).
If the completed-contract method is used, the reason for selecting
that method should be indicated.
Presentation of Contract Information

Although not required by SOP 81-1, it is customary for a con
tractor’s financial statements to include, as supplementary infor
mation, a schedule of completed and uncompleted contracts.
This schedule provides the contract amount, cost, billing, and
estimated revenue details for individual contracts, and the totals
from this schedule should agree to the amounts presented in the
financial statements.
Under- and Over-Billing

The accounts “costs and estimated earnings in excess of billings”
(under-billings) and “billings in excess of costs and estimated
earnings” (over-billings) must be presented separately on the
balance sheet. These amounts may not be netted.
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Auditing Estimated Costs to Complete
What are the most effective techniques for gathering audit evidence to
support estimated costs to complete?

To apply the percentage-of-completion method, the contractor
must estimate the costs remaining to complete the project for all
jobs that are still in process at the balance sheet date. Depending
on the size of the contract and its percentage of completion, this
estimate may have a material impact on the contractor’s financial
statements.
The contractor is responsible for preparing the estimate of costs
to complete. The auditor is not responsible for making this esti
mate but only for determining that the client’s estimate is sup
ported adequately. To make this determination, an auditor may
use one or a combination of the following approaches.
• Review post-balance sheet information. In most instances,
the contractor will continue to work and accumulate costs
on in-process jobs after the balance sheet date. The auditor
should review these post-balance sheet costs to determine
whether they corroborate or conflict with the estimated
costs to complete reported in the financial statements. As a
practical matter, it is normal for a contractor’s financial
statements to include estimates of cost to complete based
on the most current information available at the time the
statements are prepared, not amounts applicable or avail
able at the balance sheet date.
• Assess the clients processfor preparing the estimate. SAS No. 57,
Auditing Accounting Estimates (AICPA, Professional Standards,
vol. 1, AU sec. 342) provides guidance on auditing estimates
such as those relating to a contractor’s costs to complete. In
cluded in this guidance is the principle that a reliable estima
tion process based on supportable assumptions will produce
reasonable estimates. Auditors of construction contractors can
obtain substantial audit evidence about the estimated costs to
complete by assessing the client’s estimation process including
the underlying assumptions.
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• Perform substantive tests. Some of the information con
tained in a clients estimate corroborate; for example, wage
rates or material prices. In other circumstances, analytical
procedures may be helpful in reducing detection risk to an
acceptable level, for example, if the contract in process is sim
ilar to other contracts that have been successfully completed
by the contractor. See SAS No. 56, Analytical Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 329), and
AICPA Audit and Attest Standards Team, Auditing Practice
Release, Analytical Procedures (Product No. 012069kk).
Help Desk—Marshall and Swift is a consulting firm that pro
vides comprehensive cost data for the construction industry.
Included on their Web site is a cost estimator software program
that allows the user to estimate the cost of a construction pro
ject based on current costs in the users’ geographic area. Audi
tors may find these estimates helpful in performing analytical
procedures on client estimates. Users are charged ten dollars
for each estimate prepared. You can access the cost estimator at
www. construction.com.
Auditing Accounting Estimates and Other Soft Information
(Product No. 010010kk), published by the AICPA, provides
nonauthoritative guidance on auditing accounting estimates
such as a contractor's cost to complete. This book can be ordered
directly from the AICPA.
Executive Summary— Issues of Continuing Audit Significance

• Peer reviews indicate that a large number of contractor financial
statements contain recognition, measurement, and disclosure defi
ciencies related to contract matters. Auditors must be thoroughly fa
miliar with the guidance contained in the Audit and Accounting
Guide Construction Contractors, as well as in SOP 81-1 to be sure
that contractor audits are conducted in accordance with GAAS and
the financial statements are in accordance with GAAP.
• Estimated costs to complete may have a significant impact on the
contractor's financial statements. Auditors will have to assess the risk
of material misstatement associated with this estimate and may use a
variety of audit tests to reduce this risk to an acceptable level.
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Other Practice Issues
Client Fraud
What is the COSO report on fraud? What are the auditor’s
responsibilities with regard to client fraud? What fraud risk factors are
unique for construction contractors?

In March 1999, The Committee of Sponsoring Organizations of
the Treadway Commission (COSO) released Fraudulent Financial
Reporting: 1987—1997, An Analysis o f U.S. Public Companies.
This study provides an analysis of fraudulent financial reporting
investigated by the Securities and Exchange Commission (SEC)
subsequent to the issuance of the 1987 Report o f the National
Commission on Fraudulent Financial Reporting (commonly
known as the Treadway Commission report). COSO’s stated in
tent in issuing its latest report is to foster a better understanding
of the nature and causes of financial statement fraud, thus guiding
future efforts to combat the problem.
The report provides some valuable insights into financial report
ing fraud by identifying who commits the fraud, what kind of
fraud is committed, and the implications to auditors. Armed with
an understanding of the environment in which fraud is commonly
perpetrated, the methods typically used to carry out fraud, and the
financial statement accounts most often affected, auditors may
find that they are better equipped to assess the risk of material
misstatement attributable to fraud on their audit engagements. In
sights from understanding the COSO report might prove helpful
for auditors of construction contractors in better understanding
and fulfilling certain requirements of SAS No. 82, Consideration
o f Fraud in a Financial Statement A udit (AICPA, Professional
Standards, vol. 1 AU sec. 316). For example, when planning and
performing this year’s audits, keep in mind that SAS No. 82—
• Describes two kinds of misstatements that are relevant to
the auditor’s consideration of fraud in a financial statement
audit, that arise from the following:
- Fraudulent financial reporting
— Misappropriation of assets
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• Requires the auditor to specifically assess the risk of material
misstatement attributable to fraud on every audit and pro
vides categories of fraud risk factors to be considered in the
auditor’s assessment. It provides examples of fraud risk factors
(see the following paragraph regarding fraud risk factors)
that, when present, might indicate the presence of fraud.
• Provides guidance on how the auditor responds to the
results of the assessment.
• Provides guidance on the evaluation of audit test results as
they relate to the risk of material misstatements attribut
able to fraud.
• Describes related documentation requirements, including
evidence of the performance of the assessment including
risk factors identified as being present and the auditor’s
response thereto.
• Provides guidance regarding the auditor’s communication
about fraud to management, the audit committee, and
others.
Some examples of fraud risk factors that may exist in construc
tion contractors include the following:
• Fraudulent financial reporting
— A willingness to shift costs between completed and
uncompleted contracts or to use other techniques to
manipulate percentage-of-completion estimates
— Excessive under- or over-billings on individual jobs
— Undue pressure to obtain additional bonding capacity
- A high number of contract performance problems
• Misappropriation of assets
- Tools, equipment, and supplies that are susceptible to
misappropriation
- Lack of management review and control over disburse
ments such as payroll or materials purchases that can be
used to misappropriate cash
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Help Desk—It is highly recommended that you read the
COSO report on fraud in its entirety. You can obtain the com
plete report, Fraudulent Financial Reporting: 1987-1997, An
Analysis o f U.S. Public Companies (Product No. 990036kk), by
calling the AICPA Order Department at (888) 777-7077. The
price is $20 for AICPA members. For additional guidance on
SAS No. 82, refer to the AICPA Practice Aid, Considering
Fraud in a Financial Statement Audit: Practical Guidance for
Applying SAS No. 82 (Product No. 008883kk).
The Year 2000 Issue
How will the Year 2000 Issue affect construction contractors and
their auditors?

The Year 2000 Issue affects construction contractors in one of
two general ways. First, like any other company, the Year 2000
Issue may affect the computer systems that handle accounting in
formation and other transaction processing. Companies that run
off-the-shelf, Windows-based systems should have a relatively
easy time fixing any problems because most vendors have or will
have versions of their software that is Year 2000 compliant.
However, problems could arise with the following.
• DOS-based software. Many companies have experienced
Year 2000 problems with DOS-based software. Some con
tractors may still be running DOS applications for certain
functions.
• Legacy systems. Some contractors run custom software
written in older programming languages. These “legacy”
systems must be updated to become Year 2000 compliant.
The second Year 2000 Issue faced by contractors is less obvi
ous but potentially more difficult to solve. Many building sys
tems have embedded com puter microprocessors that allow
them to function. Such embedded computers can be found in
virtually any automated system that controls building func
tions. Some contracts may require the contractor to bear the
risk of project delays or other problems caused by the failure
of building operations caused by Year 2000 incompatibility.
30

The most important systems to check for Year 2000 compliance
include the following:
• Centralized facilities management systems
• Energy management systems
• Elevator and escalator controls
• Environmental management systems
• Fire control systems
• Building security systems
The difficulties with embedded computer processors are that the
problems related to the Year 2000 are hard to find, numerous,
and often connected to other systems and to each other.
It is the responsibility of an entity’s management— not the
auditors— to assess and remediate the effects of the Year 2000
Issue on an entity’s systems. The Year 2000 Issue does not create
additional responsibilities for the auditor. Under GAAS, the au
ditor has a responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are
free of material misstatement, whether caused by error or fraud.
Thus, the auditor’s responsibility relates to the detection of mate
rial misstatement of the financial statements being audited,
whether caused by the Year 2000 Issue or by some other cause.
The AICPA’s general A udit Risk Alert— 1999/2000 provides a
more detailed discussion of how the Year 2000 Issue affects audi
tors, including standards-level guidance issued by the Audit Issues
Task Force (AITF) of the Auditing Standards Board.
A more comprehensive discussion of the numerous auditing and
accounting issues related to the Year 2000 Issue is presented in
the AICPA publication entitled “The Year 2000 Issue— Current
Accounting and Auditing Guidance.” The publication has been
updated for recent developments and provides a wealth of infor
mation for auditors. This document can be obtained, free of
charge, at the AICPA’s Web site at www.aicpa.org.
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Additionally, the Building Owners and Managers Association
(BOMA) International has published a comprehensive guide entitled
Meeting the Year 2000 Challenge: A Guide for Property Professionals.
The guide contains model letters, contracts, checklists, inventory
forms covering twenty-five different building systems, and model
language for business and legal documents. Portions of the guide can
be downloaded at the BOMA Web site (www.boma.org).
Providing Value-Added Services to Contractors
How can auditors adopt a business adviser approach to add value to
work done for their contractor clients?

Construction contractors provide auditors with numerous op
portunities to offer value-added, add-on services. Sources of these
opportunities include the following.
• Accounting systems and contract controls. The need to pro
duce reliable, timely estimates and job-by-job cost informa
tion requires the contractor to have dependable accounting
systems and controls. In a small business environment, the
systems and controls for a contractor should be more so
phisticated and error-free than those of comparably sized
business in other industries. CPAs are well positioned to de
velop and implement the systems required by contractors.
• Tax planning. Contractors have numerous tax accounting
alternatives that provide ample tax planning opportunities.
It is natural for contractors to look to their CPA to provide
them with tax planning strategies and guide the company
through the maze of tax regulations relating to contractors.
As a mature product, the audit has some attributes of a commod
ity, distinguishable to many clients only on the basis of price. Ac
cordingly, many auditors of construction contractors are
recognizing the need to broaden their audit practice by providing
consulting services to their clients.
One method for expanding the delivery of consulting services is
the business adviser approach, which is driven by customer need.
Although the most common tack is to develop a consulting
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product first and then try to sell that product to the audit client,
the business adviser approach starts by identifying customer
needs. After identifying those needs, the adviser presents specific
guidance to the client. This allows the adviser/practitioner to
contribute total business solutions that are more valuable than
off-the-shelf consulting products.
The business adviser approach uses the audit as a basis for under
standing the client and the client’s industry with the goal of iden
tifying needs across a broad range of business issues. The auditor
using the business adviser approach should—
• Understand the client’s business processes beyond the level
required to audit the client’s financial statements.
• Analyze the client's industry according to how it affects the
client’s business plan, in addition to how it affects audit risk.
• Identify client needs across a broad range of business issues
and offer suggestions for addressing those needs.
• Engage the client in a dialogue about broad business
matters, in addition to matters of audit significance.
These procedures will identify not only new consulting opportu
nities, but also deeper insights gained into client operations will
also improve audit effectiveness and efficiency.
With this knowledge in hand, the auditor can use existing firm
resources, including the relationship with the client, knowledge
of the client and the industry in which it operates, and in-firm
expertise, to incrementally and selectively build a consulting
practice. Auditors can build on strengths and skills they already
have in areas in which business owners would most naturally look
to a CPA for advice, such as those described above.
The basic steps in the business adviser process are the following:
• Target selected clients. Choose those clients from which
there is a reasonable expected return on investment.
• Develop a strategy with the audit team. Develop a tentative
plan for identifying client needs.
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• Conduct a dialogue with the client. Meet with the client to
discuss plans for implementing the business adviser program.
• Conduct the audit considering client needs. Perform the
audit and identify client needs while developing possible
solutions over a wide range of business issues.
Help Desk—For further information on this subject, the
AICPA publication, Make Audits Pay: Leveraging the Audit into
Consulting Services (Product No. 00674kk), provides a detailed
road map for auditors interested in adopting the business adviser
approach for providing consulting services to their clients. In
cluded in the book are diagnostic practice aids to help identify
client needs, along with recommended solutions.
Executive Summary— Other Audit Issues

• A new report on fraud describes the findings of a recent study di
rected toward understanding the methods and other characteristics
of the most commonly committed frauds.
• SAS No. 82 requires auditors to consider the presence of fraud risk
factors as a means to assess the risk of material misstatement caused by
fraud. Some fraud risk factors are unique to construction contractors.
• The Year 2000 Issue may affect contractors either directly, through
the improper operation of their own computer systems, or indirectly,
through the improper operation of embedded computer systems.
• Construction contractors present many opportunities for auditors to
provide value-added consulting services. The business adviser ap
proach is one strategy for CPAs to leverage off their audit relation
ship and provide additional services to existing clients.
New Auditing and Attestation Pronouncements
What new auditing and accounting pronouncements were issued this year?

The following table summarizes the Auditing Standards, FASB
Statements, and AcSEC Statements of Position (SOPs) issued
during the past year.
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Auditors should consult the general Audit Risk Alert—1999/2000
for a more detailed discussion of all new standards not discussed in
this Audit Risk Alert. The general Audit Risk Alert also describes
recently issued Independence Standards, Attestation Standards,
Auditing Interpretations, Attestation Interpretations, AITF Advisories,
FASB Technical Bulletins, and EITF Consensus Positions.
FASB Pronouncements
FASB Statement
No. 135
FASB Statement
No. 136
FASB Statement
No. 137

Rescission o f FASB Statement No. 75 and Technical
Corrections
Transfers o f Assets to a Not-for-Profit Organization or
Charitable Trust That Raises or Holds Contributions for
Others
Accounting for Derivative Instruments and Hedging
Activities— Deferral o f the Effective Date o f FASB
Statement No. 133

AcSEC Statements o f Position
SOP 98-9
SOP 99-1
SOP 99-2
SOP 99-3

Modification o f SOP 97-2, Software Revenue Recognition,
with Respect to Certain Transactions
Guidance to Practitioners in Conducting and Reporting
on an Agreed-Upon Procedures Engagement to Assist
Management in Evaluating the Effectiveness o f its
Corporate Compliance Program
Accounting for and Reporting o f Postretirement Medical
Benefit (401(h)) Features o f Defined Benefit Pension Plans
Accounting and Reporting o f Certain Defined Contribution
Plan Investments and Other Disclosure Matters

AICPA Services
Order Department

To order AICPA products, call (888) 777-7077; write AICPA
Order Department, CLA10, P.O. Box 2209, Jersey City, NJ
07303-2209; fax (800) 362-5066. For best results, call Monday
through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtain
product information and place online orders at the AICPA's Web
site www.aicpa.org.
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Construction Industry CPE

• Self study— “Construction Contractors, Accounting, Audit
ing and Tax,” by Michael Ramos (Product No. 736421kk)
• Group study— “Construction Contractors, Accounting,
Auditing and Tax,” by Michael Ramos (check with your
state society for further information about this course)
• Conferences—AICPA Construction Industry Conference,
held annually in early December. For further information,
visit the AICPA Web site. (Contact information appears in
appendix A, “The Internet—An Auditor’s Research Tool,”
of this Audit Risk Alert.)

Accounting and Auditing Technical Hotline

The AICPA Technical Hotline answers members’ inquiries
about accounting, auditing, attestation, compilation, and review
services. Call (888) 777-7077.
Ethics Hotline

Members of the AICPA’s Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the
application of the AICPA Code of Professional Conduct. Call
(888) 777-7077.
World Wide Web Site

The AICPA has a home page on the World Wide Web. “AICPA
O nline,” the Web site (URL or uniform resource locator:
http://www.aicpa.org), offers CPAs the unique opportunity to
stay abreast of developments in accounting and auditing, includ
ing exposure drafts. The Web site includes In Our Opinion, the
newsletter of the AICPA Audit and Attest Standards Team. The
newsletter provides valuable and timely information on technical
activities and developments in auditing and attestation standard
setting.
The AICPA is currently offering a new CD-ROM product, enti
tled reSource: AICPA’s Accounting and Auditing Literature. This
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CD-ROM enables subscription access to the following AICPA
Professional Literature products in a Windows format: Professional
Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set which includes all Guides
and the related Audit Risk Alerts, or as individual publications).
This dynamic product allows you to purchase the specific titles
you need, and includes hypertext links to references within and
between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.
Practitioners Publishing Company (PPC) and the AICPA are
currently offering publications issued by PPC, the AICPA, and
the FASB on one CD-ROM disk, entitled The Practitioner’s
Library— Accounting and Auditing. The FASB publications in
clude Original Pronouncements, Current Text, Emerging Issues Task
Force Abstracts, and FASB Implementation Guides', and the AICPA
publications include Professional Standards, Technical Practice
Aids, Audit and Accounting Guides, and Peer Review Program
Manual. The disk also contains eighteen PPC engagement manu
als. The disk may be customized so that purchasers pay for and
receive only selected segments of the material. For more informa
tion about this product call (800) 323-8724.
This Audit Risk Alert replaces Construction Contractors Industry
Developments— 1998/99.
The Construction Contractors Alert is published annually. As you
encounter audit issues that you believe warrant discussion in next
year's Audit Risk Alert, please feel free to share those with us. Any
other comments that you have about the Audit Risk Alert would
also be greatly appreciated. You may send these comments to:
Leslye Givarz, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Or email to LGivarz@aicpa.org
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APPENDIX A

The Internet— An Auditor’s Research Tool
How can auditors use the Internet to plan and conduct the audit of a
construction contractor? What kind of information is available on the
World Wide Web? Where can you find this information?

The Internet contains a vast amount of information that may be
valuable to auditors of construction contractors, including the
following:
• Market segment performance, forecasts, and analyses
• Discussions of current industry trends
• Cost studies
• Articles and press releases relating to current industry items
of interest
• Links to other construction Internet sites
The Audit Risk Alert— 1999/2000 contains a list of general audit
ing and accounting sites. Auditors with clients in the construc
tion industry also may want to consider the following.
Organization

Internet Address

Building Owners and
Managers Association
Construction Cost Estimator
Engineering News-Record
F.W. Dodge
Marshall & Swift
Society of Industrial and
Office Realtors
Construction Financial
Managers Association

www.boma.org
www.construction.com
www.enr.com
www.mag.fwdodge.com
www.marshallswift.com
www.sior.com
www.cfma.org
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